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UNITED KINGDOM: KEY ECONOMIC INDICATORS 
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Average Exchange Rate. -1976 
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All figures are in billions of pounds sterling except where otherwise noted. 
The average exchange rate for 1974 is b1.00 equals $2.34 and for 1975 is 


61.00 equals $2.22. 

At Factor Cost. 

Three-month Treasury Bills - average allotment rate. 
Ex-factory 

Level at end December, Billions of dollars. 

Level for Fourth Quarter. Billions of dollars. 


Sources: Monthly Digest of Statistics, November 1976. Bank of England Quarterly 


Bulletin, December 1976. 





UNITED KINGDOM 


SUMMARY : 


The severe recession of 1975 is over, but Britain has failed to 
achieve a sustained economic recovery. Industrial production has 
moved erratically since the spring while fixed and inventory in- 
vestment have yet to register anticipated gains. Inflation, having 
touched 12.9% in July has inched upward since, reflecting the impact 
on imported raw material costs of sterling's slide on foreign exchanges. 
With stagnating output and low levels of investment, the rate of unem- 
ployment has maintained its upward crawl. Government strategy remains 
keyed to voluntary wage restraints and implementation of substantial 
cuts in public expenditure in 1977. The object is the creation of the 
economic confidence necessary for the restoration of competitiveness 
to British industry by means of investment and export-led growth. 


The rapid decline in sterling since April has brought with it a 
serious threat to the success of the government's economic strategy. 
It owed much to a conviction in foreign exchange markets that, in 


spite of strong words, the government had resorted to further borrow- 
ing alone rather than taking the measures needed to curb inflation and 
move the balance of payments toward equilibrium. Domestic interest 
rates rose to record levels and it became clear that international 
borrowing could not long substitute for decisive government action. 


In the wake of these developments, the outlook for 1977 is less 
happy than it was six months ago. Consumer spending will be held down 
by a combination of wage restraint and high unemployment. Exports may 
be slowed by a less than buoyant expansion in world trade. Financial 
resources for both working capital and inventory investment will be 
affected by ceilings on domestic credit expansion agreed to by the 
government as a condition for Britain's $3.9 billion drawing from the 
International Monetary Fund. In addition, government spending will 
also be reduced, adding to the weakness in aggregate demand. However, 
this weakness should help the current account. Non-oil imports will 
not rise sharply while the North Sea may provide up to half U.K. domes- 
tic oil needs in 1977. 


At the current rate of exchange ($1.68) British goods should be 
well placed to better their position in world markets. Potential U.S. 
suppliers should note that government strategy continues to focus on 
investment and export-led growth. Therefore market prospects are like- 
ly to be most attractive in producer goods,-especially those contri- 
buting to improved cost performance. END SUMMARY 





A. CURRENT ECONOMIC SITUATION AND TRENDS 


Recovery Proves Elusive 


A promising economic recovery seemed to have begun during the 
first quarter of 1976. Gross domestic product grew at an annual rate 
of 5.6% with exports and inventory accumulation leading the way. 
Manufacturing production rose by 1.5% over the level of the previous 
quarter. Retail prices rose more slowly and the unemployment rate 
levelled out at about 5.3%. However, appearances proved misleading. 
Output slowed to a near standstill in the second and third quarters 
as exports faltered, inventories dropped sharply reversing a first 
quarter trend, and consumer expenditure declined slightly. This pro- 
duced a growth rate of just 1.1% at an annual rate during the first 
half of the year. 


Despite the disappointing results, there were some positive eco- 
nomic developments during the first half of 1976. Retail prices rose 
by 5.7% compared with a 6.8% increase over the previous six months. 
Unemployment increased more slowly, but remained very high standing 
at 1-1/4 million (5.3%) in June. While the government's successful 
incomes policy resulted in a considerable slowing in the rate of in- 
crease in wages and earnings, real disposable income showed no growth 


whatever between the second half of 1975 and the first half of 1976. 
With stagnant real income, the volume of consumer expenditure rose 
slightly (0.6%). The increase was due entirely to a small decline 
in the savings ratio (13.7 to 13.1%). 


The softness of demand contributed to the continuing reluctance 
of industry to raise levels of new investment. Gross domestic capi- 
tal formation declined by 3.0%, during the first half of 1976. In- 
vestment in manufacturing showed little change between the first and 
second quarters of 1976. Nevertheless it remained 2.2% below the level 
of the second half of 1975. Inventory behavior during the first half 
of the year was puzzling. A small first quarter increase in stocks 
after four consecutive quarters of decline seemed to confirm the turn- 
ing of the inventory cycle. However, stocks declined sharply during 
the second quarter. This, in the face of rising imports of raw materi- 
als and semi-finished goods. Investment in public and private housing 
was a relatively bright spot rising by 6.9% between the second half of 
1975 and the first half of 1976. The return to positive economic 
growth, the lack of stock building, and low levels of fixed invest- 
ment allowed corporate liquidity to continue improving. Pretax prof- 
its adjusted for inventory gains grew at an annual rate of 23.6% be- 
tween the second half of 1975 and the first half of 1976. Since im- 
proved liquidity and profits are essential to any recovery in invest- 
ment, changes for the better in these areas have undoubtedly contributed 
to persistent business survey evidence of manufacturing industry's 
intentions to increase capital outlays significantly in 1977. 





In line with stated policy, the rate of increase in public expen- 
diture has eased during the first half of 1976. It grew at an annual 
rate of 1.2% between the second half of 1975 and the first half of 
1976, one-third as fast as between the first and second halves of 
1975. The lower rate of increase in spending together with inflation 
increased revenues led to a reduction of 339 million pounds in the 
Public Sector Borrowing Requirement (PSBR) between the second half of 
1975 and the first half of 1976. 


Balance of Payments 


1976 showed another large deficit in the current account and a 
substantial depreciation in sterling. After moving toward balance in 
the first quarter, rising imports and stagnant exports produced widen- 
ing deficits in the current account during the last 9 months of 1976. 
For the year as a whole, the current account deficit is estimated at 
1.9 billion pounds, compared with 1.7 billion in 1975. Import volume 
increased by 10.2% in the second quarter and 3.7% in the third, while 
an increase of 4.2% in export volume in the second quarter was followed 
by a 2.9% decline in thd third. Imports of petroleum and petroleum 
products which make up about 17.5% of total imports, increased by 3.8% 
in the second quarter and 12.2% in the third. The deficit on visible 
trade is estimated to have widened to 4.0 billion pounds from 3.2 bil- 
lion in 1975. The surplus on invisible trade rose to an estimated 2.1 


billion pounds from 1.5 billion in 1975. The pound fell to $1.6680 

on December 15, 1976, a decline of 17.6% since beginning of the year. 
This drop reflected pressures arising from the current account deficit 
as well as from substantial capital account outflows. As a result, 

the deficit on official financing widened to 3.4 billion pounds during 
the first 9 months of 1976 from 1.1 billion in the same period in 1975. 


The Latest Government Measures 


In mid-December, after several weeks of discussions with represen- 
tatives of the IMF, the Chancellor of the Exchequer announced a series 
of fiscal policies, monetary targets and microeconomic measures dealing 
with employment and investment over the next two years. These measures 
come against a background of a series of sterling crises, rising unem- 
ployment, sluggish exports and virtually no growth in output. In deal- 
ing with such pressing difficulties, the Government's attention has been 
diverted albeit reluctantly from the encouragement of its medium-term 
industrial strategy: restoring competitiveness to British industry. 
The measures contained in the latest package, targeted mainly on re- 
lieving immediate pressure on the public sector deficit, do give a nod 
in the direction of the encouragement of industry. 


The package is made up of a billion pound (2%) cut in public 
spending in the fiscal year beginning in April 1977 coupled with a 
280 million pound increase in excise taxes on tobacco and alcohol and 





monetary targets limiting the growth of domestic credit expansion over 
the next two fiscal years, It represents the second round of expendi- 
ture cuts and tax increases affecting the coming fiscal year. Last 
July, the Chancellor announced that he was reducing expenditure by 
slightly less than one billion pounds (1.8%) and increasing the pay- 
roll tax paid by employers by a similar figure. With total expendi- 
ture some 2 billion pounds lower and tax revenues about 1.3 billion 
pounds higher, the government expects to reduce. its public sector bor- 
rowing requirement (PSBR) to 8.6 billion pounds compared with about 11 
billion in the current fiscal year. The lower figure is intended to 
rein back government claims on financial resources, ease pressure on 
interest rates, and create a climate of confidence within which industry 
can and will invest. 


The reduced level of public expenditure and higher levels of taxa- 
tion must, in the short run, reduce overall levels of current output 
and employment. However, it is recognized that this is the unavoid- 
able price of shifting resources into potentially more productive uses. 
To that end, the December package contains funds for government as- 
sistance to industry for the purpose of encouraging investment proj- 
ects to expand or modernize. To cushion the impact on employment, 
funds have also been included to continue existing job subsidies, job 
creation, and other employment schemes. 


Outlook 


Most economic forecasters including HMTreasury place the likely 
rate of real growth in 1977 between 1 and 2%. However, more than the 
usual amount of uncertainty clouds these estimates. The behavior of 
the economy over the coming 12 months will be affected by the impact 
of the announced changes in public expenditure, taxation and monetary 
policy resulting from Britain's agreement with the IMF for drawing of 
the remainder ($3.9 billion) of its quota. To these changes must be 
added the shape of any further period of wage restraint following the 
end of the current policy in August 1977. Finally, the rate of growth 
of world trade will figure importantly since net exports are expected 
to be the main engine of growth. 


Despite these uncertainties, it is possible to make some general 
statements about the likely behavior of the major economic aggregates, 
the price levels and the level of unemployment in 1977. Consumer ex- 
penditure will remain weak as real disposable incomes are squeezed by 
wage restraint and higher prices. Pre-tax average earnings may rise 
by 8-9% and inflation is likely to average 14-15%. In order to main- 
tain current spending levels consumers will have to alter their savings 
behavior, While there is likely to be some reduction in the savings 
ratio from the 13-1/2 - 14% range of the past two years, it is unlikely 
to be sufficient to permit any growth in the volume of consumer expendi- 
ture. In fact, there is very likely to be a decline of 1 - 2% over the 
year.in the volume of consumer expenditure. 





Gross investment will not contribute much to the pattern of 
growth. Investment in manufacturing industry which accounts for 
about a quarter of gross fixed capital formation is likely to re- 
verse its sharp two-year decline, rising by perhaps 10 percent in 
volume, but will remain below 1973 peaks. The strength in manufac- 
turing investment should stem largely from sharply higher profita- 
bility in export industries, Other areas of fixed investment, par- 
ticularly housing and public sector investment, are likely to be af- 
fected by high interest rates and reduced levels of public spending. 
The level of interest rates is also apt to have a negative impact on 
the rate of inventory and working capital accumulation. The level of 
investment on North Sea oil development is likely to peak during 1977. 
Thus despite the recovery in manufacturing investment, overall in- 
vestment should remain negative in 1977. 


In the past, govérnment spending has been a dependable source of 
positive growth. This will not be the case in 1977 since the govern- 
ment strategy is to reduce the overall level of public sector claims 
on financial resources. As a result of the December measures an- 
nounced by the Chancellor, the planned volume of government spending 
in 1977 will decline by 1.3%. A cut of 9.5% in the volume of public 
investment more than offsets a rise of 1.8% in the volume of current 
public expenditure. 


A fundamental weakness of the external sector appears to have 
been the high levels of inflation that have eroded export competitive- 
ness. Halting the deterioration in the external sector has been a key 
aim of government policy. It culminated in the program announced De- 
cember 15 designed to restrain the growth of U.K. liquidity and the 
size of the public sector borrowing requirement, presented in support 
of the government's application to the IMF for a $3.9 billion credit. 
An explicit purpose of the program is to avoid general import restric- 
tions. Under the conditions of the new policy and rapidly increasing 
North Sea oil production the growth of import volume is expected to be 
constrained to 1.5% in 1977, while increased competitiveness in the 
U.K. is expected to result in an 8.5% ~— in export volume. The cur- 
tent account deficit could consequently fall in current prices to about 
1,5 billion pounds in 1977, and perhaps attain a small surplus in 1978. 
Thus, net exports are projected to rise in real terms providing the 
impetus for economic growth in 1977, 


With consumers, business and government adding little to the pat- 
tern of growth, the outlook for much improvement in unemployment is 
not bright. Demographic changes will add over 100,000 people a year 
to the labor force over the next 5 years. Absorbing this increment in 
1977 will prevent any reduction in unemployment from present levels. 
Indeed overall unemployment seems likely to rise by year end. The 





picture on prices is hardly better. Increases already in the pipe- 
line include the effects of 20% trade-weighted depreciation of ster- 
ling in 1976, the phasing out of food subsidies, a slight easing of 
price controls, higher payroll and excise taxes, and a possible de- 
valuation of the green pound used for agricultural imports from the 
European Community. Despite a second year of wage restraint, these 
elements make it unlikely that the rate of inflation for 1977 as a 
whole will fall below 14%, It is more likely that by the end of the 
year the annual rate of inflation could be approaching 10%. Beyond 
that, the kind of wage restraint policy which takes the place of the 
current 5% norm will play an important part in determining whether 
the rate of inflation can be brought down to single figures in 1978 
and kept there for a sustained period. 


B. IMPLICATIONS FOR THE UNITED STATES 


Despite what promises to be a difficult year for the British 
economy, American exporters should be able to maintain their positions 
in this market, In specific areas, they may very well be able to ex- 
pand their market shares although this will probably require more ag- 
gressive sales and pricing tactics than have been needed in the past. 
Among the areas which show promise of responding well to American prod- 
ucts are: 


Petroleum and Offshore Equipment 


The Government's release of further drilling areas has encouraged 
renewed interest in offshore drilling and development. There is in- 
creasing interest in new technology related to sub-surface activity which 
cuts costs of offshore oil extraction. In the closely related process 
control sector, investment rates may ease because of excess capacity in 
some areas. However, one leading end user, the petrochemical sector, is 
planning further substantial investment, while others will tend to in- 
vest more as and when the economy recovers. 


Chemicals 


A substantial percentage of U.K. chemical production is by U.S. 
subsidiaries, and U.S. specialty chemicals are well established in the 
U.K. market. U,S,. suppliers should perceive enhanced sales opportunities 
if economic recovery triggers further investment in the chemical industry. 


Equipment for the Foundry Industry 


Newly allocated Government funds are beginning to attract additional 
private investment into a very rundown industry. U.S. technology and 
processes are leaders in this area. While several foundries are state- 
owned, there are a number in the private sector which are likely to bene- 
fit from the greater availability of investment resources. 





Consumer Goods 


The penetration of the U.K. market by U.S, consumer goods in the 
last four or five years has been phenomenal, The U.K, market is large, 
and countries outside of the U.K. vying for a share of this market are 
not as competitive in many consumer goods categories as the United States. 
There is no reason why U.S. consumer goods should not maintain their 
current share of the U.K. market and there is a possibility of taking 
an increased percentage of the market. Particularly dynamic areas for 
U.S. exporters are furniture, hand-tools, fabrics and appliances. 


Air/Water Treatment Equipment 


Despite a generally depressed industrial sector, anti-pollution 
systems will continue to enjoy an impressive share of expenditure on 
plant. Oil and gas production and distribution, and the expected satel- 
lite industries to process their by-products will have environmental 
consequences which neither government nor the public can ignore. Dis- 
persal of both industry and population from the older, major cities is 
straining water and sewage facilities, while agricultural pollution has 
become a rapidly increasing problem. 


Computers 


Despite attempts to establish a "European Computer Industry", the mar- 
ket for U.S. products remains very healthy. Mini- and micro-computers 
and peripherals continue to lead the way. U.K.-based U.S. subsidiaries 
and agents for U.S. manufacturers remain at the forefront of the U.K. 
computer market, 


Automatic Business Equipment 


U.K. manufacturers of automated business equipment are still finding 
difficulty in competing with overseas companies selling to Britain despite 
their obvious advantages in the home market. Demand for advanced machines 
continues to be good and the outlook for U.S. products looks encouraging. 
The U.S. Trade Center in London will exploit this opportunity by present- 
ing a show on this theme in February of 1977. 


Agricultural Equipment 


Farm machinery and accessories production are at record levels. 
Tractors and combines are of a size and horsepower unknown in Europe a 
decade ago and offer a whole range of new power-farming techniques. 
British farmers are proving receptive to American big-farm methods and 
equipment. There will be a booth displaying catalogs of American products 
at the Royal Agricultural Show in July of 1977, 





General Aviation 


The General Aviation market is showing weak signs of recovery. 
Radical changes brought about by its depressed state of the past 2 
years plus legislation which was enacted during this period has caused 
the General Aviation industry to look inward. As a result, while 
American products and aircraft are still dominant in the entire range 
of General Aviation, it is possible that different marketing and sel- 
ling techniques for General Aviation will have to be developed. Mean- 
while, the demand for air taxis is still growing due largely to the 
offshore oil industry and Britain's EEC connections. 


Laboratory, Scientific and Engineering Instruments 


The U.K. market has been shrinking steadily in recent years, but 
U.S. imports have moved against the tide by increasing their share in 
important market sectors. Since this sector is, in general, highly 
competitive and price elastic, currency fluctuations are a major factor 
in sales potential. 


As noted in Part A, the British Government is making intense ef- 
forts to maintain the country's traditional liberal attitude towards 
foreign trade. The British Government also welcomes foreign investment. 
There is a wide spectrum of local, regional and national bodies to fa- 
cilitate the establishment of new industries. Substantial financial 
inducements are available to investors who are willing to establish 
themselves in areas characterized by high unemployment and depressed 
industry. Information on these inducements and facilities can be ob- 
tained from British diplomatic and consular personnel stationed in the 
United States. In sum, despite a continuing weakness in aggregate de- 
mand, certain areas of the economy offer good prospects for American 
sales. Capitalizing on these opportunities will require careful atten- 
tion to the peculiarities of this market as our foreign competitors 
will also seek to maintain and where possible increase their market 
shares. Our goods, however, remain competitive in both price and quality 
and this extra attention will pay off not only in current sales but in 
future opportunities as the Government's industrial policy begins to 
be reflected in expanded investment and sales activity in Great Britain. 
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